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INTRODUCTION 



1. In March 1989, a consultative document was issued on the tax treatment of foreign exchange 
gains and losses. The Government’s objectives were to examine the scope for 
comprehensive legislative reform in response to calls for change from a number of trade and 
professional bodies. The aim was to see whether solutions could be found to the various 
problems identified in the present regime which would command a broad measure of 
acceptance by business, would be workable in practice and would not involve unacceptable 
Exchequer cost. Comments were invited on various options and particular problems. The 
Government has decided that, as the next stage in this consultative process, the Inland 
Revenue would publish these proposals for comprehensive reform in the corporate sector. 

2. The proposals are confined to the corporate sector. The Government will consider at a later 
date the possible adaptation of any reform to traders in the non-corporate sector. 



Scope and Content 

3. This document looks at the current tax treatment of foreign exchange gains and losses, 
outlines some of the representations made in response to the March 1989 consultative 
document, sets out the Government’s detailed proposals for change and considers the 
possible costs of these proposals. 

4. Under the present UK tax system, exchange differences on capital borrowings are generally 
not recognised for tax purposes. And exchange differences on other items can be dealt with 
in different ways which can lead to asymmetry in the tax treatment of linked transactions 
such as hedging operations. The Government’s proposals provide for the recognition as 
income of exchange differences on all monetary assets and liabilities as they accrue (the 
"translation basis") with a partial deferral of unrealised exchange gains in certain 
circumstances. There would also be special rules to deal with particular types of company so 
as to take into account their accounting procedures and existing tax treatment. 
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5. By recognising exchange differences on capital borrowing, the Government’s proposals will 
remove a potential disincentive to the use of the ECU for corporate financing. And in due 
course Ministers will consider what further steps might be taken in the direct tax field to 
encourage wider use of the ECU in business transactions. 

6. The Government considers that the acceptance of the translation basis in the recognition of 
exchange differences is an essential requirement of any workable reform of the existing 
arrangements. 



Draft clauses 



7. If the proposals command a broad measure of support from industry and commerce, the 
Government intends to consult further on draft clauses setting out the full details of the new 
regime before finally committing itself to legislation in a Finance Bill. 



Compliance 

8. It is not expected that these proposals will have any significant effect on business compliance 
costs and may in fact reduce them in some areas. The Government would particularly 
welcome comments on the compliance aspects of the proposals. 



Representations 

9. Representations are invited on the proposals. They should be forwarded to:- 

The Board of Inland Revenue 
Exchange Consultation 
Room 9, New Wing 
Somerset House 
LONDON WC2R 1LB 

to be received by 30 September 1991. 



2 



Printed image digitised by the University of Southampton Library Digitisation Unit 



CHAPTER 1: BACKGROUND 



1.1 This chapter briefly summarises the broad principles of the UK tax system as they affect 
foreign exchange gains and losses and the Inland Revenue’s application of the law in 
practice. It also looks at the main issues covered in the March 1989 consultative document 
and some of the representations received. 



UK Tax Law 

1.2 Under existing law, non-trading income received in foreign currency is translated into 
sterling at the exchange rate prevailing when the income arises for tax purposes. Statutory 
deductions are computed by translating foreign currency payments into sterling using the 
exchange rate prevailing when the expenditure is incurred for tax purposes. Gains and 
losses on foreign currency assets and liabilities are not recognised in the computation of 
income unless they fall to be taken into account in computing trading profits. But gains and 
losses on capital or non-trade assets and liabilities are excluded from the computation of 
trading profits, unless they can be matched with current items on the principles established 
in the case of Pattison v Marine Midland Ltd (57 TC 219). Generally, the timing of 
recognition of profit follows accepted accounting principles, although it is open to taxpayers 
to argue in any particular case that a different basis should apply. 

1.3 Receipts and expenses not taken into account in computing income may be recognised in 
capital gains tax computations. Companies are chargeable to corporation tax on gains but 
for simplicity the document refers to CGT. Because of indexation and other features of 
CGT rules, exchange differences reflected in CGT computations can be very different from 
those recognised under income tax rules and in commercial business accounts, and CGT 
losses cannot be relieved against income. Exchange differences on capital liabilities and on 
certain capital assets, primarily debts (other than debts on a security - broadly debts which 
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are marketable) are not recognised for CGT purposes at all. 



1.4 An exchange gain or loss which is not recognised under either the income tax or CGT rules 
is commonly referred to as a "nothing”. 



UK Tax Practice 

1.5 Following the House of Lords’ decision in Pattison v Marine Midland Ltd, the Inland 
Revenue engaged in a period of consultation with interested parties which concluded with 
the issue of a Statement of Practice in February 1987 (SP1/87). 

1.6 The Statement of Practice was published as a practical guide to facilitate the preparation 
and agreement of tax computations of trading taxpayers. It considered a number of issues 
including the timing of recognition of exchange differences, the distinction between capital 
and current liabilities and the application of the principle that exchange gains and losses on 
assets and liabilities which are matched should be ignored for tax purposes. 



Difficulties with the Present System 

1.7 The Government recognises that certain features of the present tax treatment of foreign 
exchange gains and losses are seen as unsatisfactory. These are, very broadly: 

For trading companies: exchange differences on capital liabilities (loans which add to 
the capital of the company such as long term borrowing) and on capital monetary 
assets (such as advances to subsidiaries) are not recognised for tax purposes; 

For investment companies: exchange differences on liabilities are not recognised for 
tax purposes at all, but exchange differences on investments which are chargeable 
assets for capital gains tax purposes are recognised in calculating capital gains or 
losses on realisation; 
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For both kinds of company: the hedging of currency exposures may be made 

ineffective because the exchange gain or loss arising on the hedging instrument may 
be treated differently from the exchange gain or loss on the underlying transaction (eg 
a gain on the hedging instrument might be taxed but a loss on the underlying 
transaction not allowed); 

For companies with share capital denominated in foreign currency: such companies 
see it as a problem that exchange differences on the share capital are not recognised 
for tax purposes; 

For companies operating in the UK which prepare accounts in foreign currency, the 
correct method of computing their sterling taxable profit is uncertain. 



Representations 

1.8 The consultative document discussed these features of the present system and analysed 
possible options for reform. It invited comments on these issues and on how far the present 
system was inhibiting ordinary commercial transactions. 

1.9 Representations were received from 30 representative bodies, companies and individuals, 
but there was no consensus on the way forward. The representations as to the appropriate 
method and timing of recognition of exchange differences were a reflection of the wide 
range of views which exists in this difficult area. There was, however, broad agreement that 
something had to be done about the non-recognition of exchange differences on capital 
borrowing and about the fragmented treatment of hedging transactions which were seen as 
hindering normal commercial operations. Many of the representations also accepted that 
there were no easy answers in this area and most asked for further consultation before any 
legislation was brought forward. 

1.10 The Government was grateful for the helpful and constructive representations on the 
consultative document. It is recognised that the different interests of companies in different 
sectors mean that it is unlikely that a single agreed approach or recommendation for change 
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will come from industry and commerce. In the light of this the Government has decided to 
put forward a scheme of reform which it believes will come closest to satisfying the criteria 
for change set out in the March 1989 consultative document. While it is clear that any 
solution will not satisfy everyone, the Government sees it as essential, if proposals for reform 
in this area are to be implemented, that they should:- 

cany a substantial measure of support across all sectors of industry and commerce; 

be workable in practice; and 

not involve unacceptable Exchequer costs. 

1.11 In bringing forward these proposals, the Government has considered carefully the various 
points raised in the representations, particularly those discussed in Annexes A and B. For 
the reasons given, however, it concluded that the proposals in these Annexes could not be 
accepted. 
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CHAPTER 2: PROPOSALS FOR COMPREHENSIVE REFORM 



2.1 Provided it would command a substantial measure of support from industry and subject to 
some further work on costs (paragraph 2.24), the Government proposes to introduce a 
scheme of reform which would recognise as income exchange differences on all monetary 
assets and liabilities as they accrue. The scheme would provide for a partial, but significant 
deferral of unrealised gains in certain circumstances and for special rules to deal with 
particular types of company so as to take into account their accounting procedures and 
existing tax treatment. The main objectives of this reform would be to devise a sensible and 
practicable new regime which would:- 

bring into the tax system foreign exchange gains and losses which are currently 
"nothings", primarily those arising on capital borrowing; 

remove distortions in the system by recognising what are genuine business expenses 
and receipts and thus put UK companies on a par with their international 
competitors; 

provide a reasonable degree of protection for the Exchequer against exploitation and 
abuse; 

deal with the fragmentation of currency hedging transactions for tax purposes; and 
provide greater certainty of treatment in this complex area. 

2.2 An outline of the proposals is set out at paragraph 2.3 below; detailed explanatory material 
is contained at paragraphs 2.4-2.23. 
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Summary of Proposals 



2.3 The main elements of the proposals are: 

exchange gains and losses on monetary assets and liabilities would be recognised either in 
the computation of trading profits under Case I of Schedule D or, in other cases, as Case III 
income or charges on income; 

monetary assets in foreign currency which are currently subject to CGT would cease to be 
so; 

exchange differences on monetary items would be recognised as they accrue (the 
"translation basis"); 

where unrealised exchange gains on long-term monetary items exceed a certain proportion 
(say 10 per cent) of the profit for the year, the excess could be carried forward, subject to 
certain limits, to the following year’s computation; 

there would be limited but important anti-avoidance provisions; 

authorised unit trusts, investment trusts, pension funds and charities would be excluded from 
the scheme as their gains on capital assets are exempt from CGT; 

life assurance companies would also be excluded as there seems no reason to disturb the 
special tax regime for such companies; 

special rules would apply for exchange differences on non-monetary investments held by 
banks, general insurance companies and other financial concerns where the profits on 
disposal of those investments are currently treated as receipts of their trade; 

exchange differences would be calculated by reference to sterling for all domestic UK 
businesses. For overseas branches the use of a non-sterling "functional currency" would be 
permitted. 
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Monetary Assets and Liabilities 



2.4 The definition of a monetary asset or liability would broadly follow that in Statement of 
Standard Accounting Practice No 20 (SSAP 20); that is, money held and amounts to be 
received or paid in money. A forward contract to buy or sell currency (including, for 
example, a contract to exchange currencies under a swap) would also be treated as a 
monetary asset or liability. 

- Monetary assets 

2.5 Items such as cash, deposits, debts, advances to subsidiaries and debts on a security would all 
constitute monetary assets . In addition, a forward contract to buy currency would be treated 
as a monetary asset. However, shares would not constitute monetary assets. 

2.6 Cash, debts on a security and bank deposits in foreign currency, and forward currency 
contracts would cease to be chargeable assets for CGT purposes. A foreign currency debt 
on a security would essentially be treated for CGT purposes in the same way as a sterling 
qualifying corporate bond. These are exempt from CGT except in the circumstances where 
Section 84, Finance Act 1990, entitles a lender to relief for a capital loss. In such cases, the 
foreign exchange element would be excluded from the capital gains computation. 
(Non-monetary assets which are chargeable assets and on which exchange differences are 
not taken into account in computing income would continue to be dealt with under the 
capital gains tax regime.) 

- Monetary liabilities 

2.7 The definition of monetary liabilities would also broadly follow SSAP 20. They would 
consist of amounts to be paid in money and therefore include deposits and loans received, 
creditors etc. In addition, a forward contract to sell foreign currency would be regarded as a 
monetary liability. However issued share capital would not constitute a monetary liability 
and general provisions and other disallowable items under existing law would also be 
excluded from the definition. But provisions allowable for tax purposes would be treated as 
monetary liabilities. 
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- Recognition in computation of income 



2.8 Exchange differences on monetary items would be recognised as part of the Case I profit or 
loss where they arise in respect of assets held or liabilities incurred wholly and exclusively for 
the purposes of a trade. That test would be interpreted in accordance with existing case law. 

2.9 Where a monetary item does not satisfy the "wholly and exclusively" test, or where the 
company is not a trading company, then any exchange gains would be recognised as Case III 
income and any exchange losses as charges on income. Exchange losses treated as charges 
which were not allowed in an accounting period would be deemed to be charges of the next 
accounting period. 

2.10 The Government has rejected the alternative of bringing exchange differences on non-trade 
items within the capital gains tax code for the reasons identified in the March 1989 
consultative document, in particular the problems associated with the determination of 
acquisition costs and disposal proceeds, indexation and the renewal or replacement of loans. 
Treating all exchange differences as income means that the distinction between trade and 
non-trade items becomes less critical. 



The Translation Basis 



2.11 The method described in this paper as the translation basis is already widely adopted for 
accounting purposes by virtue of SSAP 20. Exchange differences on monetary items are 
recognised as they accrue when the assets and liabilities are translated into sterling for 
accounts purposes. At each balance sheet date, monetary items denominated in a foreign 
currency are translated into sterling using the rate of exchange ruling at that date. An 
exchange gain or loss will arise, and would be recognised as described in paragraphs 2.8 and 
2.9 above, where the rate of exchange used at the balance sheet date differs from that used 
previously. 
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Limited deferral of unrealised gains 



2.12 There is a case for some deferral of taxation of unrealised exchange gains in cases where this 

would cause major cash-flow and other problems: that is, in cases where unrealised 

exchange gains exceeded unrealised exchange losses and the excess formed a significant 
proportion of the profits on which tax had to be paid. But to defer taxing unrealised 
exchange gains in this way while allowing realised exchange losses could be open to 
exploitation, and so the relief also needs to take into account the overall figure of exchange 
differences, both realised and unrealised. 

2.13 Where, therefore, unrealised exchange gains (net of unrealised exchange losses) on 
long-term capital borrowings and advances exceed 10 per cent of the profit (including 
exchange differences) for the year, the excess may be carried forward to the following year’s 
computation. But if the figure for aggregate exchange gains net of exchange losses, 
calculated on the translation basis, were lower, only the excess of that lower figure over 10 
per cent of the profit for the year would be carried forward. For this purpose the profit 
would be the taxable profit before group relief, charges and adjustments for reliefs from 
later periods. Long-term borrowings and advances would be those maturing more than two 
years after the balance sheet date. 

2.14 For example, a company has a mixture of foreign currency assets and liabilities on which 
exchange differences (realised and unrealised) accrue in the year. The net figure is an 
exchange gain amounting to £475,000. The company identifies an unrealised exchange gain 
on a 20-year dollar loan which is included in this figure amounting to £500,000. There are 
no unrealised losses on long-term items. The company’s corporation tax profit for the year 
is £4 million which includes the exchange gain of £475,000. Therefore:- 

the unrealised exchange gain (£500,000) exceeds 10 per cent of the CT profit (£4 
million x 10 per cent = £400,000); 

but the net exchange gain is a lower figure; 
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the "excess'* is therefore restricted to £75,000 and is deducted from the final CT profit 
and carried forward to the next accounting period. 

2.15 In the next accounting period, the excess of £75,000 would be included as a taxable receipt 
and treated as exchange gain arising in that period. The 10 per cent test would apply to the 
total exchange gains in this accounting period (including the £75,000) in the same way as in 
paragraph 2.14 above. 

2.16 Unrealised exchange gains on transactions with companies which are associated for tax 
purposes and taxable in the UK would not qualify for deferral, since the associated 
companies would obtain relief in full for the corresponding unrealised exchange loss. 



Anti-avoidance rules 



2.17 Anti-avoidance rules would be necessary to discourage abuse of any new regime. These 
rules would:- 

deny relief for exchange losses on foreign currency borrowings if obtaining a 
deduction for such losses was the main benefit or one of the main benefits which 
might be expected to accrue from borrowing in a foreign currency (one of the main 
objects of this rule would be to counter arrangements under which exchange losses 
could result in greater deductions against UK taxable profits than the amounts 
assessable to UK tax if a corresponding exchange gain arose on the item concerned); 

exclude exchange gains and losses on foreign currency borrowings where, and to the 
extent that, relief for interest on the loan would be restricted, whether under Section 
209 ICTA 1988 or on "thin capitalisation" grounds under any relevant double taxation 
agreement. 

2.18 Ministers are also considering whether there is a need for further provisions to deny 
excessive relief, where a multi-national group places borrowing in the United Kingdom 
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essentially for through investment into a non-resident group company (perhaps with a view 
to obtaining the benefits of the UK imputation tax credit on the payment of dividends to its 
overseas parent) in such a way that there is in substance no foreign exchange exposure. It is 
for consideration whether the "main benefit" test proposed above would be sufficient, or 
could be extended effectively, to counter such arrangements. 



Accounts prepared in foreign currency 

2.19 In determining for tax purposes the sterling measure of trading profits or losses attributable 
to an overseas branch of a UK company which keeps the branch accounting records in 
foreign currency, the Revenue currently accepts sterling accounts in which the statutory 
profit has been calculated by simply translating the foreign currency profits at average or 
closing rates if this is in accordance with the practice set out in SSAP 20 for computing 
profits for accounting purposes. The same approach is adopted where the whole of a UK 
company’s operations are based overseas. In such cases the Revenue is also prepared to 
accept foreign currency accounts and to arrive at the taxable trading profit by translating the 
foreign currency profit into sterling. The Government proposes that this practice should be 
given legislative force. A company would not be able to change the basis of computations 
for an overseas branch unless there was a major change in the nature of its operations. 

2.20 Where a company uses a non-sterling functional currency for an overseas branch, then for 
the purposes of Section 797, ICTA 1988, (limits on credit for foreign tax) the corporation 
tax attributable to the branch would be taken to be the corporation tax charged on the 
sterling equivalent of the functional currency measure of the branch profits. In other cases 
it would be the amount charged on the sterling measure. 

2.21 For the reasons set out in Annex A, the Government has decided that the use of a 
non-sterling functional currency should not be permitted for companies operating in the 
UK As mentioned in the introduction (paragraph 5), Ministers will in due course consider 
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whether any special provision will be needed in these circumstances to encourage wider use 
of the ECU in business transactions. 



Transitional arrangements 

2.22 All monetary assets and liabilities whose treatment would be affected by the new scheme 
would be valued on the day the scheme comes into operation. Any exchange differences 
arising subsequently would be calculated for tax purposes by reference to that valuation. 

2.23 Special rules would be needed to deal with gains and losses which had accumulated up to the 
date of transition and which under the present system would have been taken into account 
for tax purposes on realisation. These accumulated gains and losses would be deemed to be 
realised at the transition date but assessment of the gains and relief for the losses would be 
deferred until the year in which the relevant asset or liability was disposed of. 



Costs 



2.24 The March 1989 consultative document suggested that if exchange differences on all capital 
borrowings were recognised for tax purposes (and on the assumption that, say, £30 billion of 
capital borrowing would be affected), each 1 per cent change in sterling against all other 
currencies could have a revenue effect of £50-100 million in a particular year. The 
Government proposes to carry out further research to see whether it might be possible to 
produce a more precise figure. 
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CHAPTER 3 - PARTICULAR CASES 



3.1 For reasons which are set out in more detail below, there are certain companies for which 
the scheme described above would be inappropriate. 



CGT Exempt Institutions 

3.2 Although income treatment for exchange differences on capital borrowings is acceptable 
where the gain on capital assets will be subject to some form of taxation, this does not seem 
appropriate where gains on assets are exempt altogether. CGT exempt institutions, eg unit 
and investment trusts, would therefore be excluded from the scheme. 



Life Assurance Companies 

3.3 There seems no reason to disturb the existing basis of life assurance taxation which has been 
subject to review and change in recent years and which already appears to achieve the goals 
described in paragraph 2.1. Where it is necessary to compute the profits on Case I lines, eg 
in the case of pension business, the figures take account of differences on liabilities to policy 
holders and (by virtue of Section 83 FA 1989) changes in the value of investments (including 
exchange differences) to the extent that they are recognised for regulatory purposes. Basic 
life assurance business is taxed on investment income plus chargeable gains less management 
expenses without taking into account liabilities to policyholders. The exclusion of exchange 
differences on these liabilities is consistent with the thrust of this computation. 

Banks and other financial concerns 

3.4 Banks and some other financial concerns may hold nan-monetary assets, such as shares, the 
profits on which are treated for tax purposes as trading income. In some cases these assets 
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will be stock in trade; in others they will not be stock in trade, but the profits will 
nevertheless be assessable as trading income when the assets are disposed of (the 
"realisation basis”). 

3.5 Under the proposed scheme, where exchange differences on such non-monetary assets are 
included in the profit and loss account on the translation basis, they would be recognised on 
the same basis for tax purposes. 



General Insurance Companies 

3.6 A general insurer will receive premiums which will be invested to form a fund out of which 
claims will eventually be paid. The company’s accounts will reflect provisions for 
outstanding and unreported claims (technical reserves) and investments (mainly shares and 
securities) acquired out of premium income and held to back those reserves. The solvency 
margin imposed as part of the prudential regulations to which companies are subject 
effectively ensures that any significant amount of business written in a foreign currency is 
backed to a substantial degree by investments in that currency. Technical reserves are 
deductible in general in computing trading profits. Gains or losses on the investments also 
form part of those profits although, as the assets are not stock in trade, they are brought to 
account on realisation. 

3.7 In the Government’s view, exchange differences on revaluing technical reserves should not 
be recognised for tax to the extent that they are matched or balanced by exchange 
differences on the investments themselves. It is proposed that, where realisation basis 
investments are accounted for on the translation basis, this should be followed for tax 
purposes. Where they are not accounted for in that way, the technical reserves would not be 
regarded as monetary liabilities and exchange differences on their revaluation would not be 
taken into account. 
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ANNEX A 



ISSUES RAISED IN REPRESENTATIONS 



Foreign currency denominated share capital 

1. As mentioned in paragraph 2.7, the Government has decided that share capital will be 
excluded from the definition of a monetary liability. For tax purposes, there is a clear and 
important distinction between a loan and equity. A foreign currency denominated loan is a 
liability of the company and changes in its value caused by exchange movements clearly 
affect the net worth of the company to its shareholders. If the loan were in sterling, 
exchange gains and losses would not arise; the position of equity holders, therefore, varies 
according to the currency denomination of the loan. By contrast, the total net worth of the 
company is not dependent on the book value of the shares. It is not affected by the currency 
in which the share capital is denominated. If, however, exchange differences on share 
capital were recognised for tax purposes, then the denomination of share capital in foreign 
currency would affect the business’s tax position and consequently its net worth for 
shareholders. 

2. Furthermore, if share capital were simply treated in the same way as loan capital, different 
companies which carried out the same transactions would be taxed on a different basis 
according to the currency in which their share capital was denominated even though it has 
no real effect on the net worth of the business. Such treatment does not seem justifiable; it 
could result in major paper changes to non-sterling currency denomination of share capital 
merely to take advantage of the tax situation. It could also be inequitable for those unwilling 
or unable to adopt such a strategy. There is no evidence that any other country recognises 
exchange differences on foreign currency denominated share capital. 
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The settled transaction basis 



3. An alternative to the translation basis discussed in the March 1989 consultative document 
was the settled transaction basis (described at paragraph 8.8 of the document). Under this 
basis foreign exchange gains or losses would not be taxed or relieved until cash payment was 
made or received. Some representations advocated adoption of this approach and others 
proposed that a company should have a right to elect for it. 

4. In practice, however, a settled transaction basis would in most cases mean that losses would 
be recognised but gains deferred unless workable rules could be formulated - which has not 
so far been found possible - to prevent crystallisation of losses by repayment and renewal of 
loans. This might be countered by an arbitrary rule which excluded gains and losses where 
the asset or liability was replaced within a specified period but its application would present 
unacceptable compliance burdens and it would be open to exploitation. Furthermore, 
simply by its arbitrary nature, it would hit genuine transactions. It would be possible to 
buttress a simple but arbitrary rule based on timing by a sole or main benefit test. But the 
identification of all or even most of the situations where currency assets or liabilities had 
been replaced in commercial terms would still present great difficulties in practice, and the 
application of special rules in such circumstances would be so complex that the Government 
does not consider such an approach acceptable. 



Transitional arrangements 

5. Some of the representations have suggested a provision (a "kink test") whereby any 
exchange differences arising as a result of the translation basis being applied to assets and 
liabilities valued on the day the new scheme comes into effect should not exceed exchange 
gains or losses actually realised over the whole life of the assets or liabilities. For example, a 
company has borrowed US $20 million when US $2 = £1 (ie £10 million); the borrowing is 
valued at £12 million on the date the scheme comes into effect (when US $1.67 = £1). 
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When the loan is repaid, the exchange rate stands at US $2 = £1, and the company repays a 
sterling equivalent of £10 million. Measured against the valuation on the date the scheme 
came into effect, the company has made a gain of £2 million which will be taken into account 
as a taxable receipt. If sterling moved the other way, there would be an allowable loss of £2 
million. Under a "kink" test, the £2 million would not be recognised as it arises solely 
because of that valuation. 

6. A "kink” test would give rise to very considerable practical difficulties and in many cases it 
would be doubtful if it could be operated in practice. The identification of the gains or 
losses of previous periods to be taken into account would be particularly difficult, especially 
where all the loans are part of a group finance company’s single pool of capital. Companies 
are only required to keep their accounting records for six years; they may not be able to 
identify the date when foreign currency borrowings or loans were advanced nor the amount 
of each advance. Particular problems would arise in the case of debts with non-resident 
group companies which may have arisen initially as trading account items but where part or 
all has effectively been reclassified as on capital account. 

7. A "kink" test could also produce anomalies. For example, a company which had repaid and 
renewed a foreign currency borrowing in the period before the start date would have a 
different treatment from one which had instead extended an existing borrowing. 

8. A "kink" test is also inconsistent with the concept, which underlies the proposed scheme, 
that gains and losses should be attributed to the period in which they accrue. 

Accounts prepared in foreign currency 

9. Where a company keeps its records or part of its records in foreign currency, SSAP 20 
describes two different ways of translating those records into sterling. Under the closing 
rate/net investment method the company simply translates the foreign currency profit and 
loss account into sterling at the average or closing rate, and any exchange difference on the 
net foreign currency investment is taken as an adjustment to reserves rather than through 
the profit and loss account. Under the temporal method exchange differences on monetary 
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items, measured against sterling, are carried to the profit and loss account on the translation 
basis. The latter method, therefore, takes account of changes in sterling values of monetary 
items in arriving at the measure of profit. The former method, which is permitted by SSAP 
20 for separate quasi-independent foreign enterprises of the business, does not. 

10. For businesses operating outside the UK, it is proposed that the current Revenue practice, 
which involves accepting whichever method is adopted for accounting purposes, should be 
given legislative force. 

11. However, for companies operating in the UK which keep all or some of their accounting 
records in foreign currency, the Revenue has not generally accepted that profits or losses for 
tax purposes may be determined by simply translating the balance of the protit and loss 
account into sterling. In such cases, sterling is generally the local or functional currency of 
the business and in these circumstances the Revenue view is that the UK tax liability ought 
to be the same as it would have been had accounts been drawn up in sterling in accordance 
with correct accounting principles. Only in exceptional cases does the Revenue accept that 
a UK based business can have a non-sterling functional currency. 

12. The March 1989 consultative document made two suggestions:- 

that all such companies should prepare their tax computations on a basis which 
reflects the sterling value of their transactions; or 

that a non-sterling functional currency should be permitted, but only in exceptional 
circumstances and subject to closely defined conditions. 

Where representations were made on this issue, they favoured neither alternative. In 
general they suggested permitting the use of a non-sterling functional currency but without 
many of the limitations proposed in the consultative document. 

13. A company which prepares its accounts in a non-sterling currency will measure any exchange 
gain or loss against that currency and ignore movements of the currency measured in 
sterling. The effect may be to produce a very different measure of profit from the company 



20 



Printed image digitised by the University of Southampton Library Digitisation Unit 



which accounts in sterling. Consequently, allowing companies operating in the UK and 
which prepare accounts in foreign currency to calculate taxable profits by translating the 
balance of the profit and loss account into sterling would mean that there were two different 
measurements of taxable profit depending on which functional currency a particular 
business adopted. 

14. International practice is not to permit the use of a non-domestic functional currency for 
domestic businesses. The OECD Report "Tax Consequences of Foreign Exchange Gains 
and Losses" (September 1988) found that member countries expected that, if they had the 
primary taxing rights, then the accounts of domestic businesses should be prepared in the 
domestic currency for tax purposes. 

15. In the Government’s view major distortions would result from having significant numbers of 
UK-based businesses calculating their taxable profits on different bases (for example, by 
reference to exchange movements against the US dollar instead of sterling). It has therefore 
decided that sterling should be adopted as the functional currency for tax purposes for all 
UK-based businesses. This will maintain a common sterling measurement of profits for, and 
hence preserve neutrality and equity in the tax treatment of, all such companies. It will also 
avoid the considerable complexity that would be inherent in a comprehensive scheme for 
the acceptance of functional currency accounts for tax purposes. 
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.ANNEX B 



MATCHING OF ASSETS AND LIABILITIES 



General 

1 The March 1989 Consultative Document identified the potentially large Exchequer cost if 
foreign currency borrowings and the assets they financed were not matched for the purpose 
of deciding whether a taxable foreign exchange gain or an allowable loss had accrued or 
been realised. It therefore sought comments on the feasibility of a comprehensive scheme 
of matching of assets and liabilities. 

2. Many of the representations favoured allowing companies to elect for matching. Where an 
election was in force the timing and method of recognition of exchange differences on the 
relevant borrowing would be determined by the timing and method of recognition of the 
gain or loss on disposal of the matched asset rather than by whatever rules normally applied 
to exchange differences. 

3. Matching of exchange differences on liabilities and non-monetary assets is a feature of 
current accounting practice only to a limited extent. Where foreign currency borrowing is 
incurred to finance or hedge foreign equity investment, SSAP 20 allows a company at its 
option to translate the foreign equity at the closing balance sheet rate and to offset the 
exchange differences on the borrowing against exchange differences on the equity as a 
reserve movement (the "offset method"). 

4. There are a number of different schemes under which assets and liabilities might, in theory 
at least, be matched in order that a gain or loss on a borrowing would not be taxed or 
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relieved until the asset which the borrowing financed was itself disposed of. They include:- 

i. a comprehensive and obligatory scheme under which companies would be 
obliged to match all assets and liabilities; 

ii. a more limited, but still obligatory , scheme where, for example, the "offset 
method" (paragraph 3 above) was adopted in the commercial accounts; 

iii. various kinds of optional schemes; for example, a company might elect to 
match particular assets and liabilities either where there was a clear objective 
connection between borrowings and assets or perhaps on some notional and 
arbitrary basis. 



A comprehensive and obligatory scheme 

5. Under this approach, a company would be obliged to match all its assets and liabilities 
denominated in foreign currency and bring exchange gains and losses on matched liabilities 
into its tax computations only when the relevant assets were disposed of. 

- Specific matching 

6. In its purest form this would mean matching specific borrowings to specific assets. However, 
major companies do not of course finance their operations in this way. Instead borrowings 
will generally form part of a single pool of finance from which the company’s - or indeed the 
group’s - operations as a whole will be financed. In practice, therefore, specific matching of 
this kind would be impossible. As one company put it in representations, attempts to match 
specific borrowings with specific assets bear no relation to commercial reality. This 
approach is not therefore discussed further in this paper. 

- Arbitrary matching of all assets and liabilities 

7. The alternative approach under a comprehensive scheme of matching might be to attempt 
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to draw up some arbitrary rules for allocating a company’s borrowings against specific assets. 
But it is by no means clear what these rules might be; and even if they could be devised, they 
would inevitably produce anomalous and perverse results in particular cases. They would 
need to take account, for example, of circumstances where the level and mix of foreign 
currency borrowing by a company changed over time in a way that did not match the 
movements in the associated assets. In such circumstances, arbitrary allocation rules would 
be extremely difficult to apply in practice and in the larger and more complex cases might 
well prove unworkable. Moreover, the application of any such rules could entail significant 
departures from the commercial accounting profit in many cases and would carry with them 
major compliance and administrative burdens for companies and the Revenue. It would, for 
example, be necessary for both companies and the Revenue to keep detailed and complex 
records of transactions over long periods (perhaps indefinitely in some cases) in order that 
gains or losses on the eventual disposal of assets could be determined. 



Obligatory use of the "offset method" 

8. A more limited approach might be to require assets and liabilities to be matched to the 
extent that a company adopted the "offset method" in its commercial accounts. While this 
would have the clear advantage of eliminating the need for tax adjustments to the 
commercial profits in many cases, the Government is not persuaded that the accounting 
approach would be appropriate for tax purposes. The SSAP 20 rules governing the use of 
the offset method are not compulsory and allow companies a measure of flexibility in 
keeping with normal accounting practice. The rules do not spell out the consequences of 
repayment of matched loans and indeed this is a general point which would need to be 
addressed in any system of matching. And, subject to the requirement for consistency and 
because companies do not have to commit themselves in advance to the use of the offset 
method, its adoption in the commercial accounts could be made with benefit of hindsight as 
to its tax consequences, so that - apart from the Exchequer implications - a company’s tax 
position could come to determine accounting procedures. 
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Options for companies to elect for matching 



9. Many representations suggested that companies should be able to elect to match particular 
assets and liabilities. While noting that detailed and perhaps complex rules would be 
necessary to give effect to a provision of this kind, the representations did not suggest in any 
detail what these might be. 

10. Such an optional scheme might be based on 

demonstration by the company of some objective connection between the matched 
loan and asset; or 

matching on a notional or subjective basis. 

The following paragraphs consider some of the main issues that would arise in any optional 
scheme of matching. 



Objective matching 

11. If there was a requirement for some objective connection between the loan and the asset to 
be demonstrated, workable rules for identification of matched assets and liabilities would be 
required. Such rules would in effect discriminate against companies which pooled their 
capital and did not borrow to meet specific expenditure, unless they altered their normal 
financing arrangements. For the system to work sensibly, it would be necessary for it to cope 
with replacement loans and there would be further difficulties in producing workable rules 
to identify these. Companies might also want elections to cover loans incurred to hedge 
assets and it would be very difficult to devise any objective means of identifying such loans. 
Even if some arbitrary rules could be devised (and it is not clear what they might be), the 
need for companies to make and for the Revenue to examine elections on an asset by asset 
or loan by loan basis would impose significant administrative burdens. To avoid 
unacceptable Exchequer cost, the time limits for elections would have to be tight enough to 
prevent them being made on the basis of hindsight (since elections could be used to defer 
taxation of gains). 
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Notional matching 



12. T his was the approach favoured by most of the representations. Companies would be able 
to elect to match assets against foreign currency borrowing simply on a notional or 
subjective basis. 

13. But elections within tight time limits would still be required to avoid unacceptable 
Exchequer cost and this would impose significant administrative burdens, though not so 
great as where elections were subject to objective tests. Furthermore, a number of difficult 
issues would have to be resolved including 

what assets should be capable of being covered by an election? (Any asset 
denominated in foreign currency? Any asset located overseas? Any asset paid for in 
foreign currency? Any asset likely to be sold for foreign currency?) 

to what extent should different currencies be matched? 

should the cost of the asset or its value be taken into account for the purposes of 
matching? (The former might be considered too inflexible but the latter would create 
problems of measuring value and of coping with possible frequent changes in value.) 

should matching apply only to long term assets and if so how would these be defined? 

what rules would apply to assets held at the start of the scheme? 

should the assets covered by the election be matched against particular loans specified 
for the purposes of the election or against foreign currency borrowings generally? (If 
the former, new elections would be needed to cope with changes in loan financing; 
and computations of capital gains would be complicated by the need for Inspectors 
and practitioners to consider whether such elections had in fact been made for 
different loans financing the asset at different periods during its ownership. If the 
latter, the allocation of loans against assets could cause similar problems to those 
discussed at paragraph 7 above.) 
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14. As with a comprehensive system, selective matching could entail frequent and complex 
computational adjustments to trading profits. It would also require the keeping of detailed 
records for long or indefinite periods in order that gains on disposal of assets could be 
computed. Integrating exchange differences on loans into the computation of capital gains 
on assets could require complex legislation, particularly where, for example, pooling of 
assets, transfers of assets between group companies or roll over relief were involved. And 
the interaction with indexation relief would be particularly difficult. 

15. A system of notional selective matching would result in significant variations in the taxation 
of different companies, based entirely on whether they had made an election and not on any 
objective difference in the nature of their operations or in their taxable capacity. It is 
questionable whether this result would justify the additional complexity and compliance 
burdens that would be involved. 

Conclusion 

16. The Government has concluded that any system of matching would require detailed and 
arbitrary rules which, even if they could be devised and made to work in all the variety of 
circumstances of business life, would be likely to produce unfair and in some cases perverse 
and indefensible results. Inevitably, the necessary legislation would be long and complex and 
would impose significant administrative and compliance burdens on both companies and the 
Revenue. For these reasons, therefore, the Government has decided not to provide 
arrangements for any form of matching. It considers that the general scheme proposed in 
this document should provide reasonable protection to the Exchequer against abuse and a 
valuable measure of relief to companies without the need for detailed matching 
arrangements. 
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